In this paper I investigate whether nonprofessional investors' beliefs mirror the Securities and Exchange Commission's (SEC) concerns that earnings quality and auditor independence have declined over time. I also examine whether lower perceptions of earnings quality are associated with more or less reliance on a firm's audited financial statements and fundamental analysis of those statements when making investment decisions. My results suggest that the SEC's concerns are valid: Perceived earnings quality for all publicly traded firms has declined over time, as has perceived auditor independence and the perceived reliability of audited financial information. In contrast, the perceived relevance of audited financial information has increased. In addition, results reveal that lower perceptions of earnings quality are associated with greater reliance on a firm's audited financial statements and fundamental analysis of those statements when making investment decisions. This result suggests either (1) lower perceptions of earnings quality lead investors to examine more thoroughly a firm's audited financial statements, or (2) more thorough analysis of a firm's financial statements leads investors to lower their assessments of the firm's earnings quality.
INTRODUCTION
I n this paper I investigate whether investors' beliefs mirror the Securities and Exchange Commission's (SEC) concerns that earnings quality and auditor independence have declined over time. 1 I also examine whether lower perceptions of earnings quality are associated with more or less reliance on a firm's audited financial statements and fundamental analysis of those statements when making investment decisions.
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Within the SEC, Commissioners Isaac Hunt, Jr. and Laura Unger have recently, and repeatedly, expressed their concerns about earnings quality and earnings management (Hunt 2001a (Hunt , 2001b Unger 2001a) . Their concerns mirror those of former chairman of the SEC, Arthur Levitt, who expressed concern over earnings management and its effect on resource allocation in his 1998 speech, "The Numbers Game." In his speech, Levitt notes that management abuses of "big bath" restructuring charges, premature revenue recognition, "cookie jar" reserves, and write-offs of purchased in-process R&D threaten the credibility of financial reporting. Levitt reiterates these concerns in his book, Take on the Street (Levitt 2002) .
To conduct my investigation I surveyed 414 individual investors who are members of the National Association of Investors Corporation (NAIC). Survey-based research complements archival-based research and experimental studies. Archival-based research provides statistical power and cross-sectional variation, but is less suited for examining individual behavior and beliefs. Experimental studies are excellent for determining how changes in variables affect individual behaviors and beliefs, but are less well suited for gathering large amounts of descriptive data on multiple behaviors and beliefs. Surveys offer a balance between archival-based and experimental studies by gathering data on a multitude of beliefs and practices for moderately large samples of individuals.
Results from survey research can be used for building and testing theories, for attempting to explain what underlies market-level decision outputs (e.g., prices, returns, or trading frequencies), and for identifying trends in beliefs and practices.
As with all types of research, the survey approach has potential drawbacks. Surveys measure beliefs and not necessarily actions, and surveys might be subject to various response biases. I test for potential biases by comparing statistics from my sample to statistics for the national population of NAIC investors, prior archival-based studies, and a market-level performance metric. Comparative statistics indicate that my sample is similar to the national population of over 400,000 NAIC investors, and investors' self-reported returns and trading frequency data are consistent with those reported in Bange (2000) and Barber and Odean (2001) . In addition, investors' self-reported returns mirror those of the Dow Jones Industrial Average over the period I analyze. These results provide some assurance against response biases and imply that my sample is representative of the greater population of equity investors.
My results suggest that the SEC's concerns about declining earnings quality and auditor independence are valid: perceived earnings quality for all publicly traded firms has declined over time, as has perceived auditor independence and the perceived reliability of audited financial information. In contrast, the perceived relevance of audited financial information has increased. Interestingly, as investors rely more on audited financial information, they find that information to be less reliable. My data suggests that one possible reason for the decline in the perceived reliability of audited financial information is the perceived decline in auditor independence.
In addition, my results reveal that lower perceptions of earnings quality are associated with greater reliance on a firm's audited financial statements and fundamental analysis of those statements when making investment decisions. This result suggests either (1) lower perceptions of earnings quality lead investors to more thoroughly examine a firm's audited financial statements, or (2) more thorough analysis of a firm's financial statements leads investors to lower their assessments of the firm's earnings quality.
RESEARCH METHOD Sample
I drew my sample from the membership base of a regional chapter of the NAIC. The NAIC consists of over 400,000 individual and investment club members with a total portfolio value greater than $125 billion (NAIC 2002) . Nine out of ten NAIC club members buy securities for their own accounts in addition to making club investments (O'Hara and Janke 1998). NAIC investors typically assess stocks by making calculations based on information found in a firm's financial statements and from other sources (such as Value Line). NAIC investors are encouraged to utilize a fundamental approach to investment analysis, one that focuses heavily on earnings, and to analyze a stock to determine if it has the right combination of growth, value, and risk properties given its price. Given the NAIC's focus on earnings for investment analysis, NAIC investors are well suited for testing whether perceptions of earnings quality have changed over time.
Design and Response Rate
The survey was three pages long and consisted of 102 questions. I designed the survey around three general categories: investor beliefs, investing practices and performance, and demographic information. In this paper I focus on the survey questions related to earnings quality, auditor independence, and the reliability and relevance of audited financial information. 2 Academics from several universities, as well as NAIC members and officers, reviewed early drafts of the survey for question ambiguity and overall clarity. The NAIC regional chapter's board of directors approved the final draft of the survey.
I distributed the survey in two phases. In phase one I inserted the survey in the regional chapter's Spring 2001 quarterly newsletter. The newsletter was mailed to 13,250 members. Members were encouraged to complete the survey as soon as possible by filling out the hardcopy survey contained in the newsletter and returning it postage free, or by completing the survey online. In the second phase I placed a reminder in the Summer 2001 newsletter and announced that I would randomly draw one name from the pool of returned surveys to receive a $200 cash payment. In order to be eligible for the random drawing, members had to complete and submit the survey by the July deadline.
Four hundred fourteen investors completed the survey for a response rate of just over 3 percent. Given the length (three pages) and detail (102 questions) of my survey, a low response rate was expected (Rea and Parker 1997, 12) . 3 Rea and Parker (1997) suggest that a sample size that allows for 95 percent confidence with a margin of error, or confidence interval, of approximately 5 percent is adequate for most types of survey research. My sample size exceeds these minimums. 4 In the following sections, I perform several tests to investigate whether nonresponse bias might affect my results.
Early versus Late Responders
Consistent with the suggestion of Wallace and Mellor (1988) and Oppenheim (1992) , I compare the responses for individuals who returned the survey prior to the $200 random drawing announcement (287 individuals) to those who returned the survey after the announcement (127 individuals). I refer to these two groups as "early" and "late" responders, respectively. The late responders can be thought of as a sample from the nonresponse group, in the sense that they did not return the survey until offered a financial incentive to do so. For all of the statistics reported in Tables 1-5 , only two differ between early and late responders at the 5 percent level. Early responders tend to be older than late responders, and early responders perceive all publicly traded firms' earnings in 1990 to be of higher quality than do late responders. 5 Of the 102 questions investors answered, 75 are subquestions of nine general topic areas. I therefore calculate multivariate test statistics for each set of subquestions within each topic area. These tests examine whether the patterns of means for subquestions within a given topic area differ between early and late responders. Test results reflect that none of the nine χ 2 s comparing the responses of early and late responders significantly differ (all p-values greater than 0.99). These tests suggest that the responses for early and late respondents are similar, implying that nonresponse bias is not likely a major concern (Wallace and Mellor 1988) .
My Sample versus the NAIC National Membership Base
I also examine whether my sample is representative of the 400,000 NAIC members nationwide. As suggested by Wallace and Mellor (1988) and Moore and Reichert (1983) , I compare characteristics of responding investors to characteristics of the population at large. If the characteristics match, then my sample can be thought of as representing the population. While I do not have data for the population of all individual investors in the marketplace, I do have data on several demographic characteristics for the 400,000 NAIC members nationwide.
The membership base of the NAIC as a whole is 69 percent female, the median age is 53 years, and 70 percent of members have a college education (NAIC 2002) . Within my sample, 68 percent are female, the median age is between 50 and 59 years (age was divided into ten-year increments on the survey), and 75 percent of respondents have a college education. My sample contains a higher percent of college-educated investors than does the NAIC membership base as a whole (75 percent versus 70 percent; χ 2 = 6.31, p = 0.01), but mirrors the NAIC membership base's gender composition (68 percent versus 69 percent; χ 2 = 0.09, p = 0.76) and median age. 6
My Sample versus a Market Performance Metric and Prior Archival Findings
In this section I compare self-reported one-year returns data for my sample to that of the Dow Jones Industrial Average, and examine whether my results are consistent with prior archival results. The surveys were filled out between the middle of March 2001 and the end of July 2001. For the period March 2000 to the end of July 2001, the Dow's average return was -0.8 percent. 7 The NAIC reports that of the top 100 stocks held by NAIC investors, 80 percent are traded on the New York Stock Exchange (NAIC 2001) , making the Dow a good comparative market-level metric. Excluding one outlier with a self-reported return of -800 percent, the average self-reported return for my sample is -0.7 percent, roughly equivalent to the Dow's decline from mid-March 2000 to the end of July 2001. This result is consistent with the results of Bange (2000) , showing that individual investors, on average, do not outperform the market.
Finally, Barber and Odean (2001) examine account data for over 35,000 households from a large discount brokerage firm and find that males exhibit significantly lower returns on average than do females and that males trade significantly more often than do females. They attribute this discrepancy to male investors being more overconfident in their stock-picking abilities than female investors, resulting in male investors on average trading 45 percent more often than do female investors. Excluding the -800 percent outlier, my results are consistent with those of Barber and Odean (2001 Barber and Odean (2001) : male investors in my sample have on average significantly lower reported returns, and report trading significantly more often, than do female investors in my sample.
Other Concerns with Survey Data
Other concerns with survey data are that questions might not be understood, individuals might submit more than one survey, and respondents might not answer truthfully. To address these issues, I first attempted to limit any ambiguity in the questions by submitting early drafts of the questionnaire to academics from several universities, NAIC members, and NAIC officers for review. Second, I screened the data for duplicate responses using responders' names, mailing addresses, and email addresses. I found six duplicate responders; all six submitted an initial survey in the spring and later submitted another survey after the summer reminder. Only the earliest responses of these six investors remain in the data set. I cannot directly assess whether respondents answered truthfully, but conversations with NAIC members who completed the survey suggest that investors would not take the time to fill out the survey if their intent was to be untruthful.
RESULTS
As noted earlier, my sample is predominately female (68 percent), the median age is between 50 and 59 years, and 75 percent have graduated from college. Seventy-eight percent of the investors in my sample are between the ages of 40 and 69 years, and 36 percent have earned a graduate degree. In addition, investors in my sample report having actively bought and sold equity securities for an average (median) of 9.9 (6.6) years and buy or sell stocks on average 8.4 (5.0) times a year.
Perceptions of Earnings Quality
Consistent with Pratt (2000, 750) , I define earnings quality as the "extent to which net income reported on the income statement differs from true earnings." To examine whether investors' perceptions of earnings quality have declined over time, I asked investors how often do reported earnings reflect "true" (unbiased and accurate) earnings for all publicly traded firms in 1990 and for all publicly traded firms in 2000. Investors responded on five-point scales with endpoints labeled 1 = seldom and 5 = often. Given the SEC's concerns about declining earnings quality, I expect investors to judge earnings quality to be lower in 2000 than in 1990.
The number and frequency of responses are shown in Panel A of Table 1 . To test whether perceptions of earnings quality have decreased over time I compare each investor's perception of earnings quality in 1990 to his/her perception of earnings quality in 2000 using a paired-samples t-test. Results shown in Panel B of Table 1 show that perceived earnings quality for all publicly traded firms in 1990 is greater than perceived earnings quality for all publicly traded firms in 2000 (t = 3.16, p < 0.01). 8 This finding is consistent with the SEC's concern that the quality of publicly traded firms' earnings has declined over time. 9 In conjunction with collecting information on perceptions of earnings quality over time, I asked investors for their perceptions of earnings quality of several different industries. Descriptive data shown in Panel C of Table 1 reflects that investors ranked Dow Jones Industrial Average firms as having the highest quality of earnings among the industries listed and dot-com firms as having the lowest quality of earnings.
Investors also answered the following question related to earnings quality: "In your opinion, how frequently do managers of publicly traded firms manage earnings (i.e., undertake actions that cause reported earnings to differ from 'true' (unbiased and accurate) earnings)?" Investors responded on an 11-point scale with endpoints labeled "0 percent of the time" and "100 percent of the time." The number and frequency of responses are shown in Table 2 . Results show that investors on average believe that managers manage earnings approximately 50 percent of the time (mean = 48 percent, median = 50 percent).
Responses (not tabulated in a table) to a related question, "In your opinion, how often do managers of publicly traded firms undertake each of the following actions to affect reported earnings?" reveal that boosting earnings with one-time gains (e.g., by realizing investment gains or reversing unused restructuring charges) was viewed as the most prominent way managers manage earnings, followed by inappropriate expense recognition practices. 10 Using evidence from auditors about managers' attempts to manage earnings, Nelson et al. (2003) report that managers most often use reserves (general and restructuring) to manage earnings. It appears investors' beliefs about how managers manage earnings are in line with auditors' experiences.
Perceptions of Auditor Independence and Usefulness of Audited Financial Information
The SEC has suggested that auditor independence issues are threatening the usefulness of audited financial information (Hunt 2001b) . A report by the SEC's chief accountant covering more than half of the Fortune 1000 companies shows that, on average, for every dollar of audit fees audit clients paid to their auditors, they paid $2.69 for nonaudit services (Unger 2001b ). The SEC contends that such statistics suggest a possible conflict of interest for auditors. Some empirical research supports this contention (e.g., Frankel et al. 2003) , while other empirical research does not (e.g., Ashbaugh et al. 2002; DeFond et al. 2002) .
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I examine investors' perceptions of auditor independence and the usefulness of audited accounting information by asking investors the following three questions: 11 1. In your opinion, has auditor independence changed over the last five years?
(Response options were "auditors are less independent," "independence has not changed," and "auditors are more independent.") 12 2. In your opinion, has the reliability of audited financial information changed over the last five years? (Response options were "reliability has decreased," "reliability has not changed," and "reliability has increased.") 3. In your opinion, has the relevance of audited financial information changed over the last five years? (Response options were "relevance has decreased," "relevance has not changed," and "relevance has increased.")
Given the SEC's concerns, I expect investors' beliefs to reflect a decline in auditor independence and the reliability of audited financial information. I am uncertain about whether investors will perceive a change in the relevance of audited financial information. On one hand, if investors believe that managers are managing earnings, then they might perceive audited financial information as less relevant. On the other hand, if investors distrust the earnings number reported by management, then they might decide to more thoroughly analyze the audited financial statements to determine the validity of the reported numbers, potentially making the statements more relevant.
Results for the above three questions are reported in Panels A-C of Table 3 . 13 To test whether investors' opinions have changed over the last five years, I use a Chi-squared test to compare the proportion of investors who responded that independence, relevance, and reliability have declined to the proportion who responded that independence, relevance, and reliability have increased.
Results reported in Panel D of Table 3 show that more respondents believe that auditor independence has decreased than increased over the last five years (34 percent versus 11 percent; χ 2 = 194.38, p < 0.01). Similarly, more respondents believe that the reliability of audited financial information has decreased than increased over the last five years (27 percent versus 18 percent; χ 2 = 18.63, p < 0.01). In contrast to the above results, more respondents believe that the relevance of audited financial information has increased than decreased over the last five years (32 percent versus 17 percent; χ 2 = 40.69, p < 0.01). Parametric t-tests that examine whether the average response for each variable is significantly different from a "no change" response yield inferentially identical results (all p-values less than 0.01).
Overall, my results are consistent with the SEC's concerns and suggest that investors perceive today's audited financial information as being more relevant, but less reliable, than audited information was five years ago. My findings with respect to auditor independence suggest that a possible reason for the decrease in the reliability of financial information is the perceived decrease in auditor independence over the last five years. Results are consistent with this conjecture: the correlation between reliability and auditor independence is positive and significant (r = 0.54, p < 0.01, twotailed).
11 To examine "usefulness," I ask investors to assess the reliability and relevance of audited financial information. I ask about relevance and reliability because within the Financial Accounting Standards Board's (FASB) Conceptual Framework "decision usefulness" is defined in terms of the reliability and relevance of accounting information (FASB 1980) . 12 I elected to ask about changes in auditor independence and the reliability and relevance of audited financial information over the last five years because former SEC Chairman Arthur Levitt initially expressed his concerns about earnings management in a speech entitled "The Numbers Game" in 1998, approximately five years prior to my survey. 13 Correlations between these three variables are all positive and significant (all p-values less than 0.01, two-tailed).
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Earnings Quality Beliefs and the Use of Financial Statements for Investing Purposes
The final question I address is whether investors' earnings quality beliefs are associated with their use of audited financial information. This analysis is exploratory as I am unable to predict or conclude whether investors' beliefs about earnings quality drive their use of audited financial information, or whether their use of audited financial information drives their beliefs about earnings quality. This analysis, however, will show whether lower perceptions of earnings quality are associated with investors using audited financial information more or less when making investment decisions. I conduct my analysis by correlating beliefs about how often managers of publicly traded firms undertake actions that cause reported earnings to differ from "true" (accurate and unbiased) earnings (i.e., actions that reduce earnings quality), with how often investors report using audited financial information to make investment decisions. Table 4 reports that the correlations between how frequently investors believe managers manage earnings and how frequently investors report using audited financial statements are positive and 
LIMITATIONS AND CONCLUSIONS
In this paper I use the results of a survey to investigate whether investors' beliefs mirror the Securities and Exchange Commission's (SEC) concerns that earnings quality and auditor independence have declined over time. I also examine whether lower perceptions of earnings quality are associated with more or less reliance on a firm's audited financial statements and fundamental analysis of those statements when making investment decisions.
Results suggest that the SEC's concerns about declining earnings quality and auditor independence are valid: perceived earnings quality for all publicly traded firms has declined over time, as has perceived auditor independence and the perceived reliability of audited financial information. In contrast, the perceived relevance of audited financial information has increased. In addition, results reveal that lower perceptions of earnings quality are associated with greater reliance on a firm's audited financial statement and fundamental analysis of those statements when making investment decisions. The latter result suggests either (1) lower perceptions of earnings quality lead investors to more thoroughly examine a firm's audited financial statements, or (2) more thorough analysis of a firm's financial statements leads investors to lower their assessments of the firm's earnings quality. Hopefully, future research will disentangle this relationship.
14 The financial statement composite measure treats the four financial statements as one document by adding the mean response for each individual financial statement and dividing the total by four. 
